University of Mississippi

eGrove
Newsletters

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1995

CPA expert 1995 premier issue
American Institute of Certified Public Accountants

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_news
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants, "CPA expert 1995 premier issue" (1995). Newsletters.
13.
https://egrove.olemiss.edu/aicpa_news/13

This Article is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Newsletters by an authorized
administrator of eGrove. For more information, please contact egrove@olemiss.edu.

AICPA Newsletter for Providers of Business Valuation & Litigation Services

CPAExpert

Premier Issue

Dear Fellow CPA:
A recent AICPA survey discovered that almost 3 of every 4 practitioners believe business valuation and litigation
services are the fastest growing areas of practice for CPAs — for both their firms and the profession as a whole.
Think of it. Change agents such as the economy, legislation and litigation, along with the growth of small business,
have increased the need for the CPA’s specialized knowledge and competence in providing services for bankruptcy
and reorganization, business interruption, damages, patent infringements, malpractice, marital dissolution, merg
ers and acquisitions, stockholder disputes, and buy-sell agreements.
The rapid change in the accounting profession requires you to be on top of the trends, practices and recognized
concepts and methodologies. To keep you current on these professional developments, we introduce the CPA
Expert, a new quarterly publication from the AICPA Management Consulting Services Division. CPA Expert is replete
with valuable and timely information on business valuation and litigation services targeted to CPAs.
CPA Expert helps CPAs to improve their technical, management, and marketing skills by analyzing legal and rev
enue rulings, monitoring legislation, explaining methodologies and other matters that impact business valuation
and litigation services and by identifying educational opportunities for enhancing services. The newsletter will
also contain case studies, questions and answers, pro and con debates and reviews of products and publications.
The accelerated trend toward specialized practice areas will require you, the practitioner, to stay on the leading
edge; the more you know, the better your clients are served.
Future issues of the CPA Expert will cover such topics as:
• Conducting corporate internal investigations
• Maximizing shareholder value in private companies
• Pitfalls to avoid in estate and gift tax valuation
• Assisting clients to reduce litigation costs through arbitration
• Marketability issues in valuing ESOPS
• Litigation privilege for expert witnesses
• Use and misuse of trial consultants
• Understanding control premium data
This complimentary issue is yours to review. CPA Expert will give you hands-on advice from leading voices in the

field that will help you provide business valuation and litigation services professionally, confidently and effectively to
clients of any size. The CPA Expert will be available this fall for those who become charter subscribers. By
subscribing to the CPA Expert, you will:
• Keep current on trends and emerging issues to anticipate your client needs.
• Receive practical guidance and suggestions that will enhance your expertise
to better serve your clients.
• Learn about opportunities to expand your practice and reap the rewards
of an improved bottom line.
We know that you will find CPA Expert a valuable addition to your library. If you would like to subscribe to this quarterly
publication, please complete and return the enclosed card today. For a small investment, you can reap huge returns.

Sincerely,

Sincerely,

Melinda M. Harper
Chair
AICPA Litigation Services
Subcommittee

Carl M. Alongi
Chair
AICPA Business Valuations &
Appraisals Subcommittee

P.S. Save 50% off the subscription price of $72! Join the MCS Membership Section and take advantage of the benefits
it offers, including practice aids and special reports; consulting alerts — timely bulletins that keep you abreast of late
breaking developments; CPA Management Consultant — a quarterly newsletter that offers practical advice on emerging
consulting opportunities and tips for maximizing the profitability of your consulting practice; and discounts on software
products. You may also participate in the MCS Section Member database referral program which allows you to network
with other members who have specialized expertise in various technical and industry areas.
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both large and small, have emerged as
industry leaders in many cities. The
Big Six and others have organized sep
arate litigation service practice groups
that effectively compete with the spe
cialty firms.
Litigation services is a practice area
in which CPAs offer professional assis
tance to lawyers. In litigation services,
CPAs are called upon to apply accounting
principles or concepts to a specific business
issue raised by the litigation and vigorously dis
puted by the litigants. In the course of formu
lating their opinions, litigation services practi
tioners are often required to make reasonable
assumptions about events that never occurred
and to prepare analyses that are based upon
those assumptions. In addition, litigation ser
vices practitioners are often faced with difficult
choices among various analytical approaches.
In choosing the proper analytical framework,
experts seek a mode of analysis that is sup
ported by applicable accounting theories and
is consistent with the client’s litigation posi
tions. To provide this assistance, CPAs not only
must be familiar with accounting principles
and theory, but also must have a working
knowledge of the litigation process and the
rules that govern it.
It is essential that a firm’s litigation services
departm ent be staffed by individuals with
appropriate training in the litigation process.
The litigation process is filled with traps for
the unwary. The stakes are high and the mar
gin of error is narrow. CPAs who do not have
an understanding of the litigation process
and only occasionally provide litigation ser
vices are most likely targets for a litigation ser
vices malpractice case.
To be effective, litigation services practi
tioners must have a tem peram ent and per
sonality compatible with the demands of the
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In the last ten to fifteen years, litigation ser
vices has become an important and lucrative
practice area for many CPA firms. During that
time, CPAs serving as consultants and expert
witnesses believed that they were immune
from suit under the so-called litigation privilege.
Although some states continue to recognize
an immunity for those serving as expert wit
nesses, several states, including California,
have held that CPAs perform ing litigation
support services are not immune from suit,
even from a client.
In June 1994, Mattco Forge, Inc., a small
California forging house, rocked the account
ing profession when it obtained a jury verdict
of more than $42 million against the Big Six
accounting firm Ernst & Young. Since the
Mattco Forge verdict, the accounting profes
sion has been reassessing its exposure to lia
bility in p roviding litig a tio n services.
Following are some practical steps that CPA
firms can take to minimize the risk of liability.
1. Recognize that litigation services is a
highly specialized area with unique staffing
requirements. In form er years, some CPA

firms mistakenly believed that any CPA was
qualified to testify in court as an expert wit
ness. However, it is no longer enough to be a
CPA. In recent years, the litigation services
m arketplace has been com pletely tran s
formed. Specialty forensic accounting firms,

CPAExpert
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John M. Moscarino, JD, is a partner in
the law firm of O'Neill, Lysaght & Sun,
Santa Monica, California. He was trial
counsel for the plaintiff in Mattco Forge
v. Arthur Young, which is believed to be
the first case in which a plaintiff has
obtained a jury verdict against a CPA
firm for misconduct in connection with a
litigation services engagement.

litigation process. They often work under
tight deadlines, and their work is subject to
meticulous scrutiny. Furthermore, serving
as an expert witness can be an extremely
stressful experience. Many people simply
don’t have the constitution for it.
Since the ultimate objective of many liti
gation services engagements is testimony
before a trier of fact, particularly a jury, the
practitioner must be a “people person.” He
or she must have the ability to relate to the
jurors on a personal level while earning their
trust and respect. The CPA engaged in litiga
tion services must be confident, mature, and
forward-looking. The expert not only must
anticipate the adversary’s criticism, but also
must be able to respond calmly and persua
sively to that criticism without exhibiting
anger or hostility toward a lawyer attempting
to frustrate and confuse the witness.
Before com m itting the tim e and
resources necessary for appropriate training
of litigation services staff, the CPA firm
should realistically assess whether a particu
lar professional possesses the personality
traits needed to provide effective service and
develop into a credible expert witness.
Experts must have outstanding commu
nications skills. Expert witnesses can be
effective only if they can simplify complex
ideas so that a jury can follow the logic of
their analytical framework. They must also
deliver testimony in a professional manner
without showing bias. The jury will not react
well to an expert witness who doesn’t seem
to be good at his or her job.
The CPA firm will be rudely surprised if a
lawsuit is brought against it based on work
done by a litigation services practitioner
who is not a credible witness. The plaintiff
in a litigation services malpractice case is
likely to hire an expert who is an excellent
communicator and teacher. The plaintiff s

dream is to be able to contrast his or her
expert with a d efendant’s expert who is
lackluster. Cases are often won and lost
based on the jury’s reaction to expert testi
mony. Trial is theater. An effective expert
witness has courtroom presence. His or her
analysis not only must be substantively cor
rect, but also must be presented well. An
analysis that is technically correct but poorly
presented seldom carries the day.
2. Implement training program s that
ensure litigation services practitioners have a
working knowledge of the rules of evidence
and the rules of procedure. The goal of an

expert witness engagement is an effective
trial presentation by the expert witness.
CPAs engaged in litigation services must be
aware of the rules that can both enhance
and detract from the effectiveness of the
trial presentation. Most CPAs inexperi
enced in litigation services do not know the
rules of procedure and evidence because
they are not covered in detail in the typical
business law courses that accounting majors
take in college.
However, even though most CPAs do not
have a law degree, seasoned practitioners
with an u nderstanding of the litigation
process can a p p re c ia te the significant
impact of the rules of procedure and the
rules of evidence on their work.
Inexperienced staff should be schooled
in the litigation process before they begin
actively practicing in the litigation services
area. At a m inim um , CPA firms should
develop in-house programs or use external
training resources to instruct practitioners
in the important interplay between the rigid
evidentiary rules that govern lawsuits and
the assumptions and data that necessarily
serve as the building blocks of the expert’s
opinions.
Witness preparation and testimony tech-
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niques can be part of the firm ’s training
program. Expert testimony in court is not
for everyone. During cross-examination, an
expert is confronted and challenged. The
expert must learn how to respond to crossexam ination without offending the jury.
This is not book learning. Witness skills are
best taught in participatory seminars in
which the expert witness is cross-examined
by experienced trial lawyers.
3. Develop an engagement acceptance
process that eliminates potential problems
and implements a plan for avoiding common
pitfalls. As a preliminary step in minimizing

the risk of a litigation services malpractice
claim, the CPA firm should carefully screen
proposed engagements to prevent compli
cations arising from such problems as con
flict of interest, prior inconsistent testimony
and writings, inadequate access to data, and
difficult working relationships.
While there is considerable debate over
the extent to which conflict of interest
principles apply to CPA firms performing
litigation services, the profession should
anticipate that the courts will impose strict
conflict of interest rules upon CPAs serving
as consultants and expert witnesses. CPA
firms should develop appropriate conflict of
interest policies and make sure that those
policies are rigidly observed. Firms can con
sult AICPA C onsulting Services Special
Report 93-2, Conflicts of Interest in Litigation
Services Engagements, for examples of situa
tions that give rise to a conflict of interest.
There can be nothing more embarrassing
to a witness—and potentially more devastat
ing to the client—than being confronted
with writings or testimony that conflicts with
the opinion being given on the stand. As
part of the engagement acceptance criteria,
litigation services p rac titio n e rs should
ensure that they will not be embarrassed by
prior writing or testimony that is inconsis
tent. This is especially true in light of the
recent amendments to Federal Rule of Civil
Procedure 26(a)(2), which require that
experts provide, as part of a written report, a
list of all testimony in trial or deposition that
they have given in the previous four years
and of all the publications they have written
in the previous ten years.
The litigation services practitioner needs
to obtain sufficient data to perform his or
her expert analysis. Nonetheless, litigators

sometimes expect the expert to come up
with an ironclad opinion, even though only
a lim ited am ount of data is available. In
some cases, by the time an expert is hired,
the opportunity for effective discovery may
have passed, thereby com prom ising the
expert’s ability to conduct an appropriate
study. If that is the case, the firm should
seriously consider declining the engage
ment. It may well be more trouble than it
will be worth.
4. Ensure that litigation services practi
tioners communicate fu lly , fre e ly , and
frankly with the trial lawyer. The practi

tioner should try to ensure that the trial
lawyer will be receptive to his or her needs.
In the initial meeting, the litigation ser
vices practitioner must carefully evaluate
whether he or she can work effectively with
the trial lawyer.
Effective communication with the trial
lawyer is perhaps the most important ingredi
ent in preparing a successful expert witness
presentation. Because written communica
tions between litigation services practitioners
and attorneys may become discoverable,
most communications between attorneys and
experts are oral. While most other service
providers can protect themselves from liabil
ity by “papering the file,” that option is not
available to the litigation services practi
tioner. Thus, the litigation services practi
tioner must make sure that he or she will be
working with an attorney who will be avail
able for ongoing consultation.
It is perfectly a p p ro p riate to extract
promises from the trial lawyer as a condi
tion of accepting the engagem ent. For
example, the litigation services practitioner
in charge of an engagem ent could insist
that he or she maintain a direct line of com
m u n icatio n with the lead trial lawyer.
Relying upon junior members of the trial
team to serve as go-betweens only increases
the risk of misunderstanding. Presumably,
the lead trial lawyer will be presenting the
expert for testimony at trial. The lead trial
lawyer is more likely to sharply focus upon
strategic concerns relevant to the expert’s
work. If the lead trial lawyer won’t agree to
be the primary contact for the engagement,
the CPA will probably have communication
difficulties later.
The litigation services practitioner must
establish the communication ground rules

W itness preparation
a n d testimony
techniques can be
p a r t o f the f i r m ’s
tra in in g program.
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early in the litigation. As part of the adver
sarial process, the identities of the experts
are disclosed during the discovery process.
Once an expert has been identified, with
drawing from the engagem ent can be a
sticky problem. For this reason, litigation
services practitioners must be very careful in
accepting engagements.
The expert must stay on top of the case.
As the litigation process proceeds, the
claims of the parties often change. By the
time of trial, the scope of an expert witness
engagement can also change dramatically.
The expert witness should periodically call
the attorneys to monitor the progress of the
case. In particular, the expert should be
aware of deadlines to avoid timing problems
associated with gathering data or preparing
an expert report. It is essential that the
expert work with the trial lawyer to build an
appropriate evidentiary foundation for an
effective expert witness presentation.
5. Carefully monitor the firm 's promo
tional materials. As the market for litigation
services has become increasingly competi
tive, CPAs are aggressively marketing their
services with prom otional brochures that
highlight their firm s’ capabilities. While
effective as a tool for obtaining business,
marketing brochures may turn into a deadly

piece of evidence in a malpractice trial.
Statements about the qualifications of
those working on an engagem ent or the
firm ’s experience and capabilities can be
troublesome. If those representations are
found to be false or exaggerated, the firm
can be held liable on a variety of misrepre
sentation theories. If the firm overstates its
credentials and capabilities and cannot live
up to the picture painted in its promotional
materials, the jury will be all the more will
ing to impose liability upon it.
CONCLUSION

The litigation services practice presents a
wealth of o p p o rtu n ities for CPA firms.
Because the practice has become increas
ingly com petitive and sophisticated in
recent years, CPA firms must recognize that
litigation services has emerged as a specialty
practice area and make sure that only those
who have the requisite training and experi
ence in the litigation process participate in
the practice. By organizing a separate prac
tice group and implementing training pro
grams that focus on the litigation process
and the CPA’s role, CPA firms can partic
ipate in a highly competitive market while,
at the same time, minimizing the risk of
expert witness liability.
CE

vices. However, in-house
and outside counsel are
increasingly expecting these
providers to participate in
litigation cost-control initia
tives. CPAs, by striving to
m eet these expectations,
improve their chances of
securing engagements and minimize the
risk of not being compensated for services
rendered. Following are some practical sug
gestions for CPAs to use in order to succeed
in this new litigation services environment.

HOW TO SURVIVE THE
LITIGATION COST
CONTAINMENT CAMPAIGN
Some Practical Suggestions for Adapting to
Clients’ Cost Constraints
Everett P. Harry III, CPA
Civil lawsuit filings grew rapidly for several
decades, reaching unprecedented levels in
the 1980s. The cost of this litigation bur
dened many companies, prom pting m an
agement to challenge in-house counsel to
control the problem. In turn, general coun
sel focused increased attention on legal bills
received from private law firms engaged to
assist the company.
H istorically, less a tte n tio n has been
focused on CPAs who provide litigation ser
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Understand the clie n t's objectives.

Attorneys often ask CPAs to project their
costs before the engagement, and they base
their decision on who to retain partly on this
projection. Frequently, attorneys solicit the
projection before they define their objec
tives in retaining a CPA. Before quoting an
initial price, CPAs should try to identify the
attorney’s needs, rem embering that legal
strategy evolves throughout the case. For

CPAExpert
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example, a price projection may differ if the
attorney wants only a conceptual review of
the opposing party’s methodology for claim
calculation as opposed to a critical appraisal
of the damages study, an in-depth review of
all su p porting records, and co m p eten t
expert testimony on the findings. Similarly,
the fees will vary according to whether the
attorney’s objective is to settle the dispute
quickly or to proceed slowly to a protracted
court trial.
Be responsive to competitive evaluations.

Prospective clients are more carefully select
ing litigation services consultants and
experts. For example, recently, a private law
firm handling a construction dispute slated
for arbitration asked com peting firms to
meet with them and their in-house counsel.
At this meeting, the firms were expected to
p resen t the proposed testifying expert,
engagement manager, and senior associate;
their resumes with a description of relevant
engagement experiences and a list of testi
mony in a ltern ate dispute resolutions;
examples of evidence used at trial or in arbi
tration; a preliminary cost estimate by major
task; and ideas for cost control. Clearly, a
responsive presentation by the CPA would
e n h a n c e his or h e r ch an ce o f bein g
selected. The CPA should strive to tailor the
presentation to the prospective client even
when the attorney is not as straightforward
about the evaluation criteria as the firm in
the preceding example.
Consider discussing cost-control measures.

In talking with several service providers who
are equally qualified, the attorney may ascer
tain that one is more sensitive than the others
to controlling costs. For example, the CPA or
other expert selected may be more inclined to
perform only the work necessary to support
expert opinions competently and to use spe
cific measures, such as employing technology
and relying on the work of others, to reduce
litigation expenses. In an interview, the CPA
can emphasize, as appropriate, his or her sen
sitivity to containing fees and expenses and
can propose specific ways to do so.
Emphasize support resources as well as
individual credentials. As a rule, only one

CPA is the lead consultant or testifying
expert for the engagement team. However,
the quality and availability of supporting
resources can be crucial. It is unrealistic to
expect the team lead er to p erform all

aspects of every en g ag em en t. In m ost
cases, to contain costs, detail assignments
are delegated to ju n io r staff. The CPA
should consider explaining the firm’s abil
ity to handle increases in the scope of work
and oth er em ergencies. If relevant, the
CPA can discuss the firm ’s resources in
other locations and the availability of other
staff to support the engagement team. The
client can save money and gain efficiency
by dealing with as few firms as possible for
litigation support.

Everett P. Harry III, CPA, is a partner in
the litigation services practice of Arthur
Andersen LLP, San Francisco, California.
Mr. Harry is the pas, chair of the State
Committee on Litigation Consulting
Services of the California Society of CPAs
and is a member of the AICPA Litigation
Services Subcommittee.

Communicate relevant experience and
expertise. Professional billing rates draw par

ticular attention and are frequently a light
ning rod for criticism. The more important
measure is the benefit of the services ren
dered compared with the CPA’s cost. A high
rate for a partner may be a bargain for mat
ters requiring judgm ent, expertise, and
experience. The partner may reach defensi
ble conclusions quickly without performing
tedious, unnecessary research . W hen
detailed studies are needed, the partner can
delegate the tasks to team members with
lower billing rates. An effective proposal
strategy is to communicate the projected
total billings, rather than focusing on indi
vidual billing rates.
Consider proposing a Phase-1 engagement.

After discussing the engagement with the
prospective client, the CPA may still be
unable to tender a realistic estimate of the
cost of the entire engagement. Too many
issues may be open or pricing factors unre
solved. The CPA may be unable to gain an
in-depth understanding of the adversary’s
methodology for damage calculation, or the
attorney may be unable to ensure the com
pleteness of supporting accounting records
available for examination. To avoid mis
judging the scope and cost of work, the CPA
can propose a Phase-I engagement to per
form an initial assessment of the claim and
review of documents at a fixed or not-toexceed price.
Phase I usually takes from a few days to
several weeks and concludes with a specific
exchange a b o u t p relim in ary findings,
potential future work, and estimated costs.
If the CPA and attorney cannot negotiate a
satisfactory agreement for the next phase of
work, the attorney is free to seek a replace
ment. The attorney may prefer to lose some
time rather than be surprised by high costs

5
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midway or late in the engagement. Phase I
assignments often account for a fraction of
the final expense for the CPA and give the
client a greater degree of cost control.
Prepare an arrangement document reflect
ing key agreements. CPAs should be careful

• • • • • • • • • •

Phase I assignm ents
often account fo r a
fra ction o f the f i n a l
expense fo r the CPA
a n d give the client a
greater degree o f cost
control.
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to include in the engagement letter under
standings about measures to contain costs.
For example, the letter should describe the
procedures for prompt notification of and
payment for budget revisions or for obtain
ing the attorney’s agreement before signifi
cant staffing changes. The CPA who neglects
to clarify these issues may encounter difficul
ties in collecting fees.
Be willing to budget by task. However
reluctant, the CPA should be capable of
preparing a budget by major task for work
to be performed. The plan does not have to
detail every potential analysis, but it should
at least indicate the primary areas of work.
Of course, the budget should not reflect
legal strategies because it may be subject to
discovery. For each significant task, the esti
mate might show the assigned individuals,
their budgeted hours, billing rates, and pro
jected fees. Often, expense and other outof-pocket costs are not segregated by task,
but are billed as a period charge. To assist
the attorney in understanding the basis for
the cost projections, the CPA could indicate
all significant assumptions (for example,
volume of documents to be reviewed or the
level of client assistance to be provided). If
the CPA and client agree on changes in the
scope of w ork, the b u d g e t sh o u ld be
am ended accordingly. A budget by task
often proves to be reasonably accurate if it
follows a Phase I review. Both in-house and
outside counsel operate with task-based
budgets and will expect the same of CPAs.
Submit task-based billings. Formulating
the budget is just the first step. The CPA
must then track actual time and fees by task.
Unlike the accounting systems in law firms,
CPAs’ accounting systems typically capture
time and expenses only by client project
number. Nevertheless, the CPA can relate
the incurred hours and fees to budgeted
tasks using su p p le m e n ta l tim e sheets
designed for the engagement, along with
the diaries of the engagement team. The
billings can detail the hours, rates, and fees
by person by task, list the individual daily
hours incurred, and describe generally each

day’s work. Task-based billings help clients
to understand the nature and scope of the
CPA’s work and ascertain that the CPA
abided by the agreement to contain costs.
Usually, detailed billings are paid m ore
quickly than a “for services r e n d e r e d ”
invoice, which may be delayed by requests
for more information.
Expect a request for a staffing agreement.

Discussions about engagement staffing usu
ally start during the pre-retention interview
and continue throughout the engagement.
Generally, the client prefers to know who
will work on the case and dislikes being
billed for a significant number of hours of
work by someone unknown. From the out
set, the a tto rn ey may ask who will be
assigned to the case, how much time they
will invest, and what procedures will be fol
lowed if staffing changes are required. To
the extent possible, the attorney may seek
personal com m itm ents from key players
about working on the assignment. During
the engagement, the CPA should obtain the
c lie n t’s approval of any im portant staff
changes. At times, the replacement of a key
m em b er of the e n g a g em e n t team is
unavoidable. If so, the CPA might expect
the attorney to request an appropriate fee
adjustment for the lost efficiency caused by
the substitution.
Consider giving discounts on hourly rates.

No matter what fees the CPA quotes, some
clients always want lower rates. The CPA
firm may be limited in providing discounts
because it must realize sufficient revenue to
cover operational costs and provide a rea
sonable profit. Nevertheless, many CPA
firms will entertain requests for adjustments
to usual rates. For example, an engagement
involving the long-term commitment of pro
fessional staff may qualify for a “quantity”
discount. Flexible pricing is becom ing
increasingly important to prospective clients
in selecting a CPA firm.
Negotiate suitable fixed or not-to-exceed
prices. Many CPAs are willing to establish a

fixed price or not-to-exceed am ount for
some or all tasks of an engagement. The
CPA’s agreement to an upper limit on costs
can help the client to budget for the litiga
tion, thereby improving the CPA’s chance
of retention. Of course, if the basis for the
CPA’s estimate changes, then he or she
should promptly renegotiate the budget.

P re m ie r Issue

Discuss expenses and other costs to be
billed. During intense discussions about pro

should note the consent and update the
task-based budget.

fessional hourly billing rates and fees, the
CPA may neglect to discuss expenses and
other costs, which can add a significant
am ount to the total fee. The CPA should
inform the prospective client that these
items will be included and should be pre
pared to respond appropriately and com
petitively to questions such as the following:
▲ Do billing rates include all office over
head and support costs? For example, do
billing rates cover normal secretarial and
communications expenses?
▲ Will any office services or support sys
tems be billed separately? For example, will
you charge for a word processing depart
ment to publish reports, or graphic artists to
prepare charts and other demonstrative evi
dence?
▲ Do you bill for use of personal or
other computers?
▲ When travel is required, how do you
ensure that costs are reasonable? Do you fly
at coach rates? Are meals or other inciden
tals based upon a per diem or actual cost?
How many people are assigned to a rental
car? W hat local transportation costs are
reimbursed?
▲ What other hours will be charged to
the engagem ent? For exam ple, will you
charge for travel time, internal quality assur
ance reviews, or firm administration duties?
▲ Will you bill at a different rate for
deposition or testimony time?

Communicate frequently and at the right
levels. Clear communication between coun

Ensure prompt notification of estimate
changes. CPAs and th eir su p p o rt team

sometimes assume that a price change has
been issued when the attorney requests an
analysis beyond the scope of work discussed
in arriving at an engagement understand
ing. When the engagement team complies
with the request and bills for additional ser
vices, the attorney often expresses surprise
an d dism ay. T he p ro b le m may arise
because the attorney focuses on case theory
and brainstorming with the CPA, but not
on the CPA’s budget assumptions. To avoid
conflicts about fees, the CPA and the attor
ney, at the outset of the engagement, need
to have an understanding that any sugges
tions or requests that require additional
billing should not be undertaken without
the attorney’s approval. If the attorney
agrees to pay for the added work, the CPA

sel and the CPA, w hether it takes place
through regular status meetings or periodic
informal discussions, is vital to fee manage
ment. The m onitoring process can be as
simple as a weekly conversation, in person
or by telephone, about the tasks in progress,
the work being performed by each engage
ment team member, and apparent findings.
Even this high-level information will help
the attorney realistically assess whether the
CPA’s current efforts are consistent with the
projected budget.
It is also important that communications
occur between the key attorney and the lead
CPA. In many cases, the senior attorney
becomes absorbed with the prosecution or
defense of the case and delegates the supervi
sion of the CPA and engagement team to
legal associates. T he problem is com 
pounded when the lead CPA steps back from
the engagem ent while the staff perform
assignments. Cost management is improved
when the key attorney talks frequently with
the lead CPA about evolving case strategy
and the use of the CPA’s work product.
Use technology to control costs. The CPA’s
engagement team should use technology to
help manage fees. Since personal comput
ers have become standard tools, CPAs and
their engagem ent teams rarely prepare
schedules and analyses by hand. However,
technology can go beyond basic word pro
cessing, spreadsheet, and graphics software.
For example, technology can be used to
quickly integrate schedules and graphs into
a written report. On-line or CD-ROM ser
vices can be used to investigate an industry
or a claim methodology. When a consider
able am ount of data m ust be in p u t for
analysis, data input technicians, rather than
highly paid staff, can perform the task. The
pre-retention interview is an appropriate
time to explain the firm’s technology capa
bilities and ideas to control costs.
Although these measures are not an allinclusive list of suggestions for managing
e n g a g em e n t costs an d m ee tin g c lie n t
expectations, they will assist CPAs in get
ting positive results and in responding and
adapting to prospective clients’ efforts to
contain legal costs.

• • • • • • • • • •

Clear com m unication
between counsel a n d
the CPA, whether it
takes place through
regular status
meetings or periodic
inform al discussions,
is v ita l to fee
m anagem ent.

C onferences
AICPA National Advanced
Litigation Services
Conference
August 3 - 4 , 1995, Sheraton Boston
Hotel and Towers, Boston, Massachusetts
Level of knowledge:
Intermediate to advanced
Recommended CPE Credit:
Up to 17 hours
For information about AICPA conferences,
call the AICPA CPE Division, 800-8624272, Dept. 3.
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Disallows Discounts for Time and Risks,
Selling Costs, and Capital Gains Taxes When
Liquidation Isn’t Likely
James R. Hitchner, CPA, ASA
The Tax Court continued its trend of select
ing values based on the m erit of the
appraisal rather than taking the average of
the values. Ruling in a recent case, Estate of
Luton et al. v. Commissioner (T.C. Memo.
1994-539), the Court opined that the value
of the estate was 58 percent higher than the
value presented by the IRS expert. The
Court also stated: At trial, we received testi
mony from expert witnesses, and we weigh that
testimony in light of the expert’s qualifications as
well as all the other credible evidence__
Nonetheless, we are not bound by the opinion of
any expert witness and will accept or reject expert
testimony in the exercise of sound judgment.
APPROPRIATENESS AND AMOUNT
OF DISCOUNTS IN DISPUTE

This estate tax case involved a 78 percent
interest in the common stock of Rancho San
Juan (RSJ), whose assets consisted primarily
of ranch property; a one-third interest in the
common stock of Dune Lakes, Ltd. (DLL),
whose principal asset was a duck hunting
preserve in California; and a 41.9 percent
interest in M iramonte Liquidating Trust
(MLT), whose sole asset was a note. The
date of death was April 27, 1987. W hat
remained in dispute was the appropriateness
and magnitude of various discounts.
DISCOUNTS FOR TIME AND RISKS, SELLING
COSTS, AND CAPITAL GAINS TAXES

James R. Hitchner, CPA, ASA, is the part
ner-in-charge of valuation services for
the Southern offices of Coopers &
Lybrand, LLP, and is based in the Atlanta
office. He writes and lectures on a variety
of valuation topics and is a member of
the AICPA MCS Business Valuations and
Appraisals Subcommittee.
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appreciate, most probably, at a rate simi
lar to that applied as a discount.
The Court also opined that sell
ing costs and capital gains taxes were
inappropriate in this situation: We
have repeatedly held that costs of sale or
costs incurred in liquidation are not
proper deductions in arriving at a value for pur
poses of Section 2031 wherein the sale or liquida
tion is only speculative. F urtherm ore, the
Court said, This Court has consistently held that
a discount for potential capital gains tax at the
corporate level is unwarranted where there is not
evidence that (1) a liquidation of the corporation
was planned, or (2) the liquidation could not
have been accomplished without incurring a capi
tal gains tax at the corporate level.
Although the IRS and the Court take a
harsh position concerning discounts for
selling costs and capital gains taxes, the peti
tioner’s position still has merit, especially
when there is a possibility of liquidating vari
ous assets in the near future. Furthermore,
not all real estate appreciates, and a dis
count reflecting the time value of money
could still be relevant.

COURT CONTINUES TO
SELECT VALUES BASED
ON APPRAISAL MERIT

The C ourt’s opinion of value was m uch
closer to that of the Commissioner than to
that of the petitioner (see sidebar on page
9). One reason is that the Court did not
accept the p e titio n e r’s position on dis
counts associated with the time and risk to
dispose of the real estate: Discountingfor lost
use of money is unrealistic because it fails to rec
ognize that the underlying assets will themselves

DISCOUNTS FOR LACK OF MARKETABILITY
AND MINORITY DISCOUNTS

The Court allowed a 20 percent discount for
lack of marketability for a 78 percent majority
interest in RSJ. However, it allowed only a 15
percent discount for lack of marketability on
the one-third interest in DLL and 10 percent
for the 41.9 percent interest in MLT. The
acceptance of the 20 percent for a majority
interest would suggest a much higher dis
count for a minority interest. The issue is
clouded somewhat by the fact that there were
governmental restrictions on the use of the
land. However, the restrictions should affect
the value of the real estate, not just the dis
counts associated with the equity interests.
The C ourt disallowed a m inority dis
count for MLT because the trustee had a
fiduciary responsibility to act solely for the
benefit of the beneficiary.
The outcome of this case illustrates the
importance of applying discounts in the con
text of the valuation approach used. For
example, in valuing a minority interest, dis
counts for both minority and lack of mar
ketability are usually allowed when the valua
tion approach is one that results in a control
value, such as the net asset approach used in

CPAExpert
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this case. If public company information
were used, as in a market approach, then
only a marketability discount would apply
because the public company information
accounts for a minority interest.
VALUATION METHODOLOGY

The C o u rt disallow ed the p e titio n e r’s
expert presentation that comparable real
estate companies should be used to value
the various entities. The Court did accept
the net asset value, or cost approach, as a
valid m ethod with appropriate discounts.
The Court’s decision to rely solely on the
net asset approach is also consistent with
many prior court cases. The courts also con
tinue to caution on the use of the guideline
public company market approach and the
importance of finding good guideline com
panies for comparison purposes.
The Court reinforced the importance of
using qualified professionals to prepare
estate and gift tax valuations: Wefind that peti
tioner reasonably relied on professional advice and
expert appraisals. Although we disagree with their
conclusions, we believepetitioner’s experts acted rea
sonably and in goodfaith in determiningfair mar-

NEW RESEARCH
TO ESTIMATE COST
OF CAPITAL
Michael J. Mard, CPA, ASA
and James S. Rigby, CPA, ASA
The discount rate is used in the income
approach methodology for business valua
tion. The discount rate is the rate of return
available in the marketplace on alternative
investment opportunities with comparable
risk. It is used to convert a stream of future
earnings (often free cash flow, or cash avail
able to the investor) to their present value.
Valuers estimate the discount rate, some
times called the cost of capital (see the sidebar, Some Key Terms in Business Valuation), by
using the build-up model, which requires
subjective estimates of risk associated with
the industry and the company being valued.
The main component of the cost of capital is
the cost of equity capital.

Value and Discount Conclusions
Estate o f William F. Luton v. IRS

Respondent

Petitioner

Court

RSJ value
Time and risks to dispose of real estate
Lack of marketability
Selling costs and capital gains taxes

$5,336,000
0.0%
5.0%
No

$2,900,000
13.9%
40.0%
Yes

$4,492,800
0.0%
20.0%
No

DLL value
Lack of marketability
Minority interest
Selling costs and capital gains taxes

$1,440,000
0.0%
10.0%
No

$505,000
25.0%
35.0%
Yes

$1,040,000
15.0%
20.0%
No

MLT value
Discounting using higher-yield rate
Lack of marketability
Minority interest

$3,250,000
0.0%
10.0%
0.0%

$2,150,000
26.0%
(a)
10.0%

$3,250,000
0.0%
10.0%
0.0%

TOTAL VALUE

$10,026,000

$5,555,000

$8,782,800

(a ) Combined with minority interest.

ket value. Thus, we do not sustain respondent’s
determination of an addition to tax under Section
6660. Although a taxpayer-client may not
avoid penalties for valuation understatement
by using qualified professionals, it does
appear to increase the likelihood of avoiding
such penalties, which can be substantial. C
E

The build-up m odel develops the dis
count rate for a particular investment by
starting with a risk-free rate or safe rate. The
model is based on the premise that a sub
ject company’s discount rate can be devel
oped by identifying and quantifying several
risk factors, which, when added to the safe
rate, result in the total return necessary to
induce an investor to invest in the company.
The model is also based on the premise that
investors are risk averse, and, therefore, as
risk increases, such as it would in a small
undiversified company, so does the rate of
retu rn th at an investor would dem and.
Conversely, the lower the risk, the lower the
expected return. (See the sidebar, Using the
Build-up Model, for a simplified example of
the build-up model.)
The valuer adds a final prem ium , the
specific company risk, to determine the dis
count rate for the subject company. This
p rem ium is ad d e d to the base rate to
account for unsystematic risk (risk specific
to the particular industry and company as
opposed to the general market). The spe
cific risk factor has presented a problem in

Michael J. Mard, CPA, ASA, and James S.
Rigby, CPA, ASA, are managing directors
of The Financial Valuation Group, Tampa,
Florida, and Los Angeles, California,
respectively.
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Some K ey Terms in Business V alu atio n
Capitalization rate. The rate used to convert an income stream into a present value lump sum. For
an investment with perpetual life, the capitalization rate is the discount rate less the growth of the economic
income variable being capitalized.
Cost of capital (debt and equity). The overall percentage cost of the funds used to finance a
firm's assets. Cost of capital is a composite cost of the various individual sources of funds including common
stock, debt, preferred stock, and retained earnings. The overall cost of capital depends on the cost of each
source and the proportion that the source represents of all capital employed by the firm. The goal of an indi
vidual or business is to limit investment to assets providing a higher return than the cost of capital used to
finance those assets.
Current yield. The annual rate of return received from an investment, based on the income received
during a year compared with the investment's current market price.
Discount rate. As used in valuation, the rate at which an investment's revenues and costs are dis
counted in order to calculate its present value. It is the expected total rate of return that the market requires
in order to attract investment with full consideration of all of the investment characteristics.
Rate of return/yield. The percentage return on an investment. A given investment can have a
wide variety of yields because of the many methods used to measure yield.
Risk. As used in valuation, the variability of returns from an investment. The greater the variability (i.e.,
of dividend fluctuation or of security price) the greater the risk. Since investors are generally averse to risk,
investments with greater inherent risk must promise higher expected yields.
Source: David L. Scott, Wall Street Words (New York: Houghton Mifflin Company, 1 988).

developing discount rates because, up until
now, no studies have been available that sat
isfactorily help the valuer to objectively
determine the specific risk. The estimate of
the specific company risk has been left to
the valuer’sjudgment.
The risk factors affecting investments in
companies were identified in a study con
ducted in 1988.1 The study determined the
significance of thirty-eight variables in the
retail industry that were reduced to ten sta
tistically significant variables which helped
to define the risk associated with the earn
ings streams in the retail industry. The fol
lowing variables were determined to be sta
tistically significant:
▲ Size—based on revenues
A Financial position—short-term debt rel
ative to assets
▲ Liquidity—inventory turnover ratio
▲ Years in business
A Financial market environment—U.S.
Treasury three-month bill rate
A Quality of earnings—pension and retire
ment expense per dollar of sales
A Marketability of shares— n u m b er of
shares outstanding divided by the number
of shares traded
1Steven E. Bolten, Ph.D, CBA, James W. Brockardt, MBA,
CBA, and MichaelJ. Mard, CPA, ASA, “Risk Components of
Capitalization Rates,” B usiness V aluation Review
(September 1988) and Valuation (February 1988).

10

A Growth—change in earnings per share
from the average earnings per share in the
last five years
A Operating efficiency—employees per dol
lar of sales
A Geographical diversification—used as a
dummy variable based on regional (0) and
national (1)
These factors defined the specific com
pany risk for the retail industry at the date of
the study. However, the return expectations
of an investor vary according to industry. The
retail industry, for example, demonstrates
that liquidity expressed as inventory turnover
is a key element. But the valuer would not
expect inventory turnover to be a key ele
m ent in a service business. On the other
hand, other variables, such as heavy invest
ment in machinery and equipment, would
be risk factors in the manufacturing industry.
Industry differences should be reflected in
the specific company risk premium.
The bane of—and opportunity for—the
valuer is that not all research is complete.
Until now, little empirical data has been
available to support the valuer’s estimate of
the risk premium, forcing the valuer to use
subjective estimates. Recently, however,
Ibbotson & Associates introduced the Cost
of Capital Quarterly (CCQ), which supports a
large quantitative element of this estimate
and gives costs of equity specific to more
than 300 industries categorized by Standard
Industry Classification (SIC) code. The data
provided in CCQ will help valuers to be
much more objective in using the widely
accepted build-up model to develop a dis
count rate. However, to use the data in
CCQ, appraisers will need to understand
well the factors that have an impact on cost
of equity analysis.
For each industry, CCQ first gives indus
try financial and operating statistics to pro
vide an understanding of how a company
compares with others in the same industry.
These statistics are important to the valuer
for fitting the subject company within the
full range of reported data.
CCQ presents cost of equity figures based
on five different financial models: two forms
o f the cap ital asset p ric in g m odel
(CAPM)—the Sharpe-Lintner form and the
Empirical form—and three forms of the disc o u n te d cash flow (DCF) m o d el—the
Analysis, Sustainable, and 3-Stage forms.

CPAExpert
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Ibbotson’s approach is to use evidence from
the major stock markets (NYSE, AMEX, and
NASDAQ) to derive costs of equity. Some
adjustments to these numbers may be nec
essary for closely held firms (for example,
key person issues). The use of five financial
models may seem overly complex at first,
but the valuer can develop an appropriate
rate for the subject company by following
some common sense guidelines.
APPLICATION OF CCQ

The first step in using the Cost of Capital
Quarterly is to find the closest match to the
subject company’s industry. After identifying
the appropriate classification, the appraiser
then compares the operating performance
and capital structure of the subject company
with the companies in the industry.
CCQ provides a set of distribution statis
tics such as the cost of equity for each indus
try. The valuer compares characteristics of
the subject company with those of the com
panies in the industry. The easiest place to
start is with the industry composites. CCQ
provides the cost of equity for the industry
and for large and small companies in the
industry. Companies are classified as large or
small based on their sales or net revenues.
The valuer can compare the revenues of the
subject company with the revenues of the
large and small companies and get a prelim
inary indication of the cost of equity that
might be appropriate for the subject.
The valuer then considers fundamental
characteristics by answering these questions:
▲ How does the company’s capital struc
ture com pare with that of the industry?
Does the subject company have a higher or
lower debt-to-equity ratio than the rest of
the industry?
▲ How does the subject company’s prof
itability (operating margin and net margin)
compare with that of other companies in
the industry?
A How fast is the subject company grow
ing and what are its prospects for future
growth?
All of these factors should be considered
and compared with the industry statistics
during the process of determining the cost
of equity.
The cost of equity table is the first place to
start when determining a rate. The valuer
can fine tune and reach the appropriate rate

by asking: How does the cost of equity vary
across the five different financial models?
Are there significant differences between the
median or industry composite figures among
the different models? Do some models have
NMF (not a meaningful figure) displayed?
Are there significant differences in cost of
equity between the large and small compos
ites or between the percentile distributions?
By using the research available in the Cost
of Capital Quarterly, the valuer can objectively
reflect the market’s interpretation of returns
available on alternative
investment opportuni
Using the Build-up Model to
ties with comparable
Determine the Discount and
risk, specifically those
Capitalization Rates—With and
in the same industry.
This can help to elim
Without the Cost of Capital
inate some of the sub
Quarterly (CCQ)
jec tiv ity from the
Description
Without CCQ
With CCQ
build-up m odel and
Long-term treasury rate
7.68%
NA
th e re fo re e n h a n c e
Cost of Capital Quarterly
NA
26.08%1
the objectivity of the
Equity risk premium (1994)
7.20%
NA
valuation.
DETERMINING THE
RATES WITHOUT CCQ

Small stock premium (1994)
Base rate
Specific company risk

5.30%
20.18%
4.04%2
24.22%
-4.10%
20.12%

NA
26.08%
2.61%3
28.69%
- 4.10%4
24.59%

Discount Rate
In determining the dis
Less expected growth
count and capitaliza
Capitalization
Factor
tion rates without the
data from Cost of
1 Based on the 3-Stage DCF financial model at the 90th percentile for higher risk relative to
others in the industry.
Capital Quarterly, the
2 Subjective estimate based on 20 percent for size, geographic diversification, lack of depth
valuer starts with the
of management, and lack of access to capital markets.
safe rate, which is
3 Subjective estimate based on 10 percent for size, geographic diversification, lack of depth
of management, and lack of access to capital markets. Much or most consideration for
based on the rate for
these risk items was captured in the CCQ data.
long-term treasury
4 Estimated based on long-term nominal growth of 3.1% * plus 1% real growth.
notes, which is an
*Stocks, Bonds, Bills and Inflation, 1994 Yearbook (Chicago: Ibbotson Associates, 1994)
investment considered
safest of all. To this safe
rate, the valuer adds a premium reflecting an
additional risk; that is a return reflecting
investm ents in equities. A widely used
resource for estimating this premium is the
Stocks, Bonds, Bills, and Inflation yearbook pub
lished by Ibbotson Associates. According to
this resource, the additional re tu rn an
investor would expect for an investment in
large stocks (represented by the Standard &
Poor Composite Index) is at least 7.20 per
cent. Since the subject company is closely
held and generally smaller than the stocks
re p re sen te d in the Standard & Poor
Composite Index, an additional return is
required because of the increased risk associ
ated with the smaller size. Ibbotson Associates
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The 1994 CCQ Yearbook provides only
the cost of equity (or required rate of
return on equity). This is the appropriate
discount rate only if the cash flows being
discounted are on an all-equity basis (that
is, either there is no debt in the capital
structure or debt interest and principle
payments are explicitly included in the
cash flows). In many cases the weightedaverage cost of capital, which includes
both a cost of debt and a cost of equity
component, is the appropriate discount
rate. Ibbotson's 1995 CCQ Yearbook will
also include the weighted-average cost of
capital by industry.
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bases the small stock premium on the returns
observed for small capitalization stocks on the
NYSE, AMEX, and OTC. The small stock pre
mium for 1994 was 5.30 percent.
The safe rate plus the two stock premi
ums provide a base rate of 20.18 percent.
The valuer then considers whether the sub
ject company is more or less risky than the
small public companies that provide the
base rate. For example, does the subject
company have the same access to capital
markets? The same depth of management?
The same size? The valuer determines a spe
cific company risk rate of 4.04 percent (20
percent of the base rate) because of the sub
ject company’s size, geographic diversifica
tion, lack of depth of m anagem ent, and
lack of access to capital markets.
DETERMINING THE RATES WITH CCQ

To determine the cost of equity capital for a
company in the printing industry (SIC code
27), the valuer could use the Sharpe-Lintner
Capital Asset Pricing Model (CAPM) and

the 3-Stage Discounted Cash Flow (DCF)
financial m odels. In the Cost of Equity
Capital summary section of CCQ the per
centages range from 13.97 percent to 26.08
percent for the 3-Stage DCF, the highest
return applying to the riskiest, generally
smallest companies. This data provides a
good range from which to start estimating
the cost of equity for the subject, a privately
held company in the printing industry.
The build-up model as normally devel
oped without the CCQ gave a discount rate of
24.22 percent. However, using the empirical
research in CCQ the valuer arrived at a dis
count rate of 28.69 percent. Is the valuer
underestimating discount rates (and thus the
capitalization rates) by using the standard
build-up model? Perhaps, perhaps not. One
thing is certain: The Cost of Capital Quarterly
provides critical elements supporting the dis
count rate and thus the capitalization rate.
The empirical research is the valuation indus
try’s next step, a step that could make a valua
tion conclusion much more credible.
CE
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th at the attorney had
erred and felt compelled
to defen d him self. He
prom ptly contacted his
professional liability insur
ance carrier for guidance.
To p rev e n t sim ilar
m isunderstandings and
legal problems, the CPA
Everett P. Harry III, CPA
and his professional and office staff include
a statement like the following in cover letters
Upon returning from vacation, a CPA received to prospective clients:
an urgent message that his deposition was
I appreciate your inquiry about our skills, cre
scheduled within days. The CPA did not recall dentials, and experience for litigation consulting,
the name of the attorney or the case, so he particularly in the area of (for example, intel
directed his staff to investigate. Six months ear lectual property, business valuation). For your
lier, the CPA, an experienced litigation services information, enclosed is my resume, a description
consultant and expert witness, had sent his of my firm’s litigation and dispute resolution ser
resume in response to the attorney’s request. vices, and our usual hourly ratesfor these matters.
No engagement discussions ensued, but with Naturally, before we can discuss your case in
out the CPA’s permission or knowledge, the detail, receive any confidential information, or act
attorney designated the CPA as his expert.
as your expert in any way, we must conduct a con
The CPA conducted a conflict of interest flict of interest search, perform an engagement
check and determined that a newer client acceptance assessment, and establish a formal
precluded him from assisting the attorney. retention arrangement with you.
The lawyer threatened to take legal action
You may want to consider adopting a pol
against the CPA, arguing that a financial icy like the one above. However, you should
expert was vital to his case and it was too late consult with your legal counsel and modify
to name a replacement. The CPA believed the statement as appropriate.
CE
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